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EDITORIAL DEPARTMENT NOTE 


The two articles in this issue of the Bulletin on contract termina- 
tion are intended to extend and supplement the articles on this subject 
which have been published in the past. These two articles deal 
predetermination, particularly the opportunities for accountants in- 
volved in predetermination . eee and with the application of 
costs to terminated — provisions of the new Joint 
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PREDERMINATION OPPORTUNITIES FOR 
ACCOUNTANTS 


By Basil Walker, Economic Consultant, 
Seaboard Commercial Corp., New York, N. Y. 


IREDETERMINING the amounts of war contract settlement 

claims opens new and fascinating fields for the accountant. 
Although the idea of determining the amounts of such claims prior 
to termination received official sponsorship in Paragraph 7 of Gen- 
eral Regulation No. 2 of the Office of Contract Settlement, issued 
September 8, 1944, the essence of the idea had been advocated and 
used by some contractors and their accounting advisers for many 
months before. 

The core of predetermination is that the contractor shall, in 
anticipation of the termination of his contract due to changing 
war conditions and consequent requirements of the services, make 
every effort to prepare for such termination and settlement before 
the event. This includes most particularly close coordination with 
the contracting officer with a view to reaching an agreement on 
the basic principles and methods to be applied in working out a 
settlement in the event of termination. 

The need for predetermination arises from two basic facts: 
(1) a large number of war contracts—possibly 35 per cent to 60 
per cent of the total—are likely to be terminated “for the con- 
venience of the Government” very shortly after VE-Day over a 
short space of time, and (2) the terminations and subsequent set- 
tlement of these thousands of separate contracts will involve a vast 
amount of paper work and of study of processes and of product 
research, much or most of which can be done ahead of time. Over 
and beyond this, predetermination derives its urgency from the 
self-evident fact that speed of contract termination settlement is a 
most important first step back to peacetime production, and to 
jobs, on a scale sufficient to prevent depression and unemployment. 


Predetermination Defined 


Predetermination may be defined in prosaic accounting lan- 
guage as the process of estimating the amounts which will be due 
to a contractor from the Government (or to a “sub” from his 
“prime”) in the event of termination of the contract before its 
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completion, such estimates to be sufficiently accurate to justify 


partial payments by the contracting agency, covering 75 per cent — 


or more of the estimated final amount of the claim. To the 
accountant who is alive to the tremendous economic and social 
forces underlying the business problems of the postwar era, there 
is implicit in this unimaginative language an opportunity and a 
challenge to extend the usefulness of his professional services. 

From the outset it has been generally recognized that sound 
accounting procedures are an essential basic element in speedy 
handling of contract settlement claims. The vast flood of con- 
tract settlement literature which has all but engulfed contractors 
and their accountants has not equally emphasized the exceedingly 
vital responsibilities which also rest on production, purchasing, 
stockroom, and warehouse and shipping executives. Out of these 
other responsibilities has arisen the need, which has been stressed 
by the procurement agencies and by a number of the large prime 
contractors, to have a contract settlement unit or department or 
division within the contractor’s organization, representing all these 
interests and headed by a top-ranking executive familiar with all 
phases of the business. 

Predetermination, if its full value is to be realized, presents a 
similar problem, although not an identical one. It is perhaps an- 
other phase of the same problem, but it is sufficiently different to 
warrant a distinctive appoach. The preparation of a settlement 
proposal after termination has actually taken place is a problem of 
largely dealing with known or at least readily ascertainable factors. 


The Accountant’s Part in Predetermination 


Predetermination, in preparation for a termination to take place 
at some unknown future time and under conditions which cannot 
be precisely known, calls essentially for ability to estimate and 
project, with accuracy and realism, so that the estimates will be 
practically useful when the event does take place. By the nature 
of their jobs, operating executives’ minds are trained to deal with 
tangibles of the immediate present. The accountant has the data 
and the experience to find by analysis of the records of the past 
the significant factors which will shape the trends of the future. 

It seems logical, therefore, that the accountant should be the key 
man in dealing with predetermination problems. He should be the 
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ify coordinator of the technical data and viewpoints which the several 
nt functional departments of the organization can and should con- 
he tribute to the working out of the predetermination estimates. The 
ial more successfully he deals with these predetermination problems, 
re the more useful he is to his company or client, and the greater the 
a contribution he makes to the speed and economy of the transition 
from war production to peacetime business, with all that can mean 
nd for the general welfare in jobs, maintaining living standards, 
dy and strengthening the social and political stability of this nation. 
n- 
rs Predetermining the Amounts of Partial Payments 
ly He will find helpful guideposts in Paragraph 7 of General Regu- 
ig; lation No. 2 of the Office of Contract Settlement, which reads in 
se part: 
e 7. Estimates of Partial Payment Arrived at in Advance of 
Termination. Interim financing by means of partial payments 
or ; a : ‘ P 
will be facilitated if contractors estimate the amounts required 
se <p . ; “ae 
Il where this is practicable, in advance of actual termination. Such 
prior estimates will be based upon the cost of the estimated in- 
. ventory, including raw materials and work-in-process, allocable 
be to the terminated portion of a contract at specific stages of com- 
" pletion, excluding those items which he intends to retain. * * * * 
* They (the predetermined estimates) * * * will afford a basis 
if on which, prior to termination, the reasonableness of contrac- 
tors’ estimates of costs on which the partial payments will be 
s. : ‘ 
granted, may be checked, subject to any necessary adjustment 
after termination. (Italics by author.) 
“ The italicized passages in the above quoted paragraph empha- 
a size points with regard to which the contractor wil! naturally look 
d to his accountant for advice. On the very first point—deciding on 
2: the practicability of predetermining the amounts of partial pay- 
» ments—no man is better qualified to express an opinion than 4s the 
h accountant. This very fact places in his hands the power to make 
r the predetermination policy a useful and efficient method of bridg- 


ing the treacherous currents between war production and peace 
production, or to make it a futile gesture by unwillingness to ex- 
plore and use it. 

In advising on the question of practicability of predetermina- 
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tion, he must go beyond the mere question of procedural conveni- 
ence. He must willingly accept the responsibility of making hypo- 
thetical analyses and projections of conditions and contingencies, 
limited only by a realistic understanding of what can be made pos- 
sible by reasonably careful, even if unusual, projection, and of 
what cannot be done without venturing unreasonably into the 
realm of wishful thinking and pleasing fantasy. 


Study of Operating Problems 

This will involve studying at first hand some phases of operat- 
ing problems. How can estimated future inventory be realisti- 
cally determined? Purchase controls will enter into this picture. 
What is the intrinsic value of work-in-process at various stages, if 
it cannot be used in the intended end product? A part which has 
very real value as a prospective component of the finished assembly 
may have only junk value if it cannot be so used. 

On the other hand, discussion with the production men or in- 
quiry in allied industries may indicate the possibility of salvage of 
a considerable part of its cost value. The accountant cannot know 
all these technical matters, but nobody is better placed than he to 
gather and assemble the data into a new synthesized conclusion, 
which will not only facilitate the settlement, but which may bring 
about a saving of weeks in resumption of civilian production. His 
questions may start a line of inquiry by others which will develop 
possibilities of utilizing the company’s products, processes, or 
equipment not thought of previously. 

Much the same considerations enter into determining which 
items a contractor may wish to retain. The contractor’s decision 
to retain any product or equipment naturally will hinge on the 
usability thereof and on the value at which he must take it over. 
Predetermining ‘the answers to these two basic questions again 
calls for assembling technical opinion and reducing them to an 
accounting interpretation in terms of monetary value. 


Plant Clearance 


Still another phase of the accountant’s responsibility in pre- 
determination is spotlighted by Paragraph 10 of General Regula- 
tion No. 4 of the Office of Contract Settlement, which reads in 


part: 
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10. Advance Planning—It is important war contractors be 
made aware of the functions which they will be expected to 
assume under this regulation. War contractors should be en- 
couraged, without relaxing war production, to plan ahead for 
plant clearances and in particular to work out time schedules for 
clearances of the most urgently needed space in their plants. 
The owning agencies, so far as their personnel may from time 
to time be available for the purpose, will review war contrac- 
tors’ plans for plant clearance to the end that mutually satis- 
factory mechanics for handling the problems may be arrived at 
before substantial amounts of plant equipment are required to 
be removed. 


While the job outlined in the paragraph just quoted falls pri- 
marily in the production superintendent’s jurisdiction, it is quite 
evident that he must turn to the accountant for some or most of 
the factual data upon which to base his recommendations. The 
plant clearances referred to in this paragraph relate to the removal 
of government-owned plant equipment from the private plants of 
war contractors. In some cases, the question may be not one of 
removal, but of the expediency of the contractor taking over the 
equipment for his own use—again raising such questions as usabil- 
ity, efficiency, and take-over value. 


Proposals for Agreed Methods and Procedures 


On September 27 the Director of Contract Settlement, Mr. Rob- 
ert H. Hinckley’ issued General Regulation No. 3, amending Di- 
rective Order No. 2 of the Office of War Management by adding 
a paragraph reading : 

5. Any department or agency of the Government may embody 
in any contract a special agreement to pay the contractor, as fair 
compensation for the termination of the contract, amounts speci- 
fied in the contract or to be readily computed according to spe- 
cific methods, standards or bases appropriate to the particular 
contract and set out therein, in lieu of any other compensation 
therefor, whenever the department or agency determines (1) 
that the available data permits a reasonable forecast, consistent 
with sound commercial standards, of the factors involved in 
determining what will be fair compensation for termination in 
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the case or class of cases and (2) that such agreement will sub-— 


stantially facilitate settlements, plant clearance, reconversion 
from war to civilian production or the efficient use of materials, 
manpower and facilities or will otherwise promote the objec- 
tives of the Contract Settlement Act of 1944. Such special 
agreements may be included in original contracts or may be 
inserted in contracts by amendment made before their termina- 
tion: and, when so included or inserted, are hereby determined 
to provide a method for determining fair compensation for the 
termination of such contracts. 


Much of what has already been said is summarized in the Gen- 
eral Regulation No. 3 quoted above, but still another phase of the 
accountant’s opportunity and responsibility is at least strongly 
implied in this passage. In addition to presenting the case for the 
practicability of predetermination in connection with any specific 
contract or contracts, it is quite evident that the contractor is ex- 
pected to submit proposals for agreed methods and procedures 
for making the predetermination. Moreover, the last sentence con- 
templates writing into contracts clauses outlining the very “method 
for determining fair compensation for the termination of such 
contracts.” No iawyer would want the responsibility of writing 
so technical a clause unless he could do so in close collaboration 
with competent accounting advisers, intimately acquainted with 
the production problems and the accounting procedures of the con- 
tractor. 

The accountant, in short, is inextricably interwoven into every 
phase of predetermination settlem:ent. He has a unique combina- 
tion of responsibilities both for making the fullest use of the pol- 
icy and procedure as an aid to rapid reconversion, and for so 
shaping its operating course that it will realize its full potentialities 
for benefit. The implications of these responsibilities show that, 
like all important responsibilities, they represent valuable oppor- 
tunities for widening and enhancing the value of the accounting 
function. 
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COSTS ON TERMINATED WAR CONTRACTS 
UNDER JOINT TERMINATION REGULATIONS 


By M. J. Fahey, Assistant General Works Accountant, 
Allis-Chalmers Manufacturing Co., Milwaukee, Wis. 


SN CE Mr. G. D. Bailey’s paper, “Cost Phases of War Contract 

Termination,” appeared in the N. A.C. A. Bulletin of August 
I, 1944, most of the government procurement agencies have for- 
mulated the regulations for settlement of terminated war contracts 
under which the basic principles set forth in the Contract Settle- 
ment Act of 1944 will be put into operation. Probably the most 
complete and most widely distributed of these regulations is the 
Joint Termination Regulation of the War and Navy Departments, 
issued under date of November 1, 1944, which supersedes all pre- 
vious Army and Navy termination regulations. 

This article reviews the basic principles for developing the costs 
on terminated contracts, with particular reference to pertinent pro- 
visions of the Joint Termination Regulations (referred to as JTR) 
and Joint Termination Accounting Manual (referred toas JTAM). 
The discussion will be limited to cost problems as distinguished 
from such matters as allocability of material to the terminated 
contract, property disposal, methods of interim financing, or nego- 
tiation of the termination settlement, and refers paricularly to the 
termination of fixed-price contracts. 


Basis of Settlement—Contract Settlement Act of 1944 


The Act (Section 1) states basic government policy to be: 

1. To assure prime contractors and subcontractors, small and 
large, speedy and equitable final settlement of claims under 
terminated war contracts, and adequate interim financing 
until such final settlement. 

. To assure uniformity among Government Agencies in basic 
policies and administration with respect to such termination 
settlements and interim financing. 


Regarding the cost basis for contract settlements the Act (Sec- 
tion 6) establishes the following policy: 
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Each contracting agency shall establish methods and stand- 
ards, suitable to the conditions of various war contractors, for 
determining fair compensation for the termination of war con- 
tracts on the basis of actual, standard, average, or estimated 
costs, or of a percentage of the contract price based on the 
estimated percentage of completion of work under the ter- 
minated contract, or on any other equitable basis, as it deems 
appropriate. To the extent that such methods and standards 
require accounting, they shall be adopted, so far as practicable, 
to the accounting systems used by war contractors, if con- 
sistent with recognized commercial accounting practice. 


The Act authorizes and specifically urges the settlement of ter- 


minated war contracts by negotiation rather than by the specific . 


forniula based on costs, which is provided as a basis for govern- 
ment determination of the settlement amount in cases where a 
negotiated settlement cannot be reached. However, since sound 
negotiation must be based on well-established facts, a reasonably 
detailed statement of costs must, for practical purposes, form the 
basis for most negotiated settlements. 


Costs as Basis for Negotiation 

The Act and the Statement of Cost Principles, which is incor- 
porated in the Uniform Termination Article, both include broad 
definitions of cost which are to be allowed in formula settlements; 
for want of a better guide these same principles must be applied 
to preparation of costs on which to base a negotiated settlement. 

Recognized costs include : 

1. Direct and indirect manufacturing, selling and distribution, 
administrative, and other costs which are reasonably neces- 
sary for the performance of the war contract and reasonably 
allocable to the terminated portion under recognized com- 
mercial accounting practices. 

2. Reasonable costs of settling subcontractors’ claims. 

3. Reasonable post-termination expense, including clerical costs, 
accounting and legal fees, costs of removing, preserving, and 
disposing of terminated inventory. 


Certain specifically excluded costs are discussed in later para- 
graphs. 
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ind- In can be seen from the above that the cost basis for terminated 
for war contracts is broad and flexible. The key to the entire prob- 
on- lem is the reasonable allocation of costs to the terminated work 
ted on the basis of recognized commercial accounting practice. Thus 
the a war contractor whose cost records are reasonably complete and 
ter- whose methods follow recognized principles will have available 
ems the necessary information on which to base his termination claim. 
rds By this statement it is not meant that costs can be assigned to a 
ble, terminated contract on precisely the same basis as to a completed 
on- contract which is costed for internal purposes only, but the neces- 
sary information will normally be readily available. 
ber Standard Claim Forms 
6 Standard forms have been provided for the filing of termination 
; ve claims by both prime and subcontractors. These forms, uniform 
ail for all government agencies, are not difficult in principle, but re- 
bly quire the organization and presentation of the claim in a definite 
the manner which requires careful planning of preliminary work and 
costing. Particular attention must be paid by the accountant to 
the filing of Form 3—Schedule of Accounting Information, which 





requires a fairly complete picture of the contractor’s cost and 
or- accounting methods. 


ad All termination procedures are based on the taking of a physical 
ts; inventory of the material on the terminated confract which will 
ied form the basis of the termination claim. The requirements for 


classification of inventory and preparation of inventory schedules 
are quite precise but will be excluded from this discussion, since 


on, scrutiny of the forms, instructions, and regulations will be neces- 
es- sary by each contractor in order to set up the necessary inventory 
bly procedure. 
m- 
Methods of Claim Presentation 

Claims may be presented on the inventory basis or the total cost 
ts, basis. 
nd Under this inventory method the various items in the inventory 


are individually costed at purchase or manufacturing cost; to the 
"2 total inventory cost is added all other costs such as administrative 
and distributive expense, subcontractors’ claims, engineering cost, 
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post-termination expense, etc., to arrive at the total cost on the 
claim. 

This method has the advantage of completely segregating the 
terminated portion of a contract from the shipped or continued 
portion, so that profits realized on items not terminated are not 
affected by the termination. This method can be used to advan- 
tage when the inventory consists principally of unprocessed pur- 
chased material, or where the established cost system makes reliable 
unit costs available. 

Under the total cost method the cost chargeable to the entire 
terminated contract, both shipped and continued portion, are 
merged. To this total is added, if properly supportable, an allow- 
ance for profit to arrive at a new total selling price for the entire 
contract. From this is deducted any payments received for com- 
pleted units in order to arrive at the amount currently due. In 
case a loss rather than a profit is indicated, an adjustment upward 
must be made in the deduction for payments for completed units 
in order that the contractor will not recoup a loss through ter- 
minations. (JTR, Section V, Paragraph 523.3 [2] ) 

This method is of advantage on contracts canceled in the early 
stages of production when there is a considerable amount of pre- 
liminary or starting-load costs, or where unit cost information 
cannot readily be obtained. From a practical point of view, how- 
ever, there will be a certain amount of cost information required 
on individual items in the inventory in order to facilitate material 


. disposition. 


Percentage of Completion Basis 
Under the percentage of completion method, which is permis- 
sible on all net claims of less than $1,000 presented on short form 
1-a, and which may be used on larger claims with proper authori- 
zation, the terminated contract may be settled at a percentage of 
the selling price based on the estimated percentage of completion 
of work under the contract. This method, which is predicated on 
the ability of a war contractor to satisfactorily estimate the per- 
centage of completion of the uncompleted contract, obviates the 
necessity for presenting cost data, except that which may be neces- 
sary for material disposal purposes. 
520 




















N.A.C.A. Bulletin 






- January 15, 1945 












































| the Costing Methods ‘ 
; The presentation of cost data is not limited by rigid restrictions 
"the set up by government regulations. Any reasonably accurate cost 
1ued system which is in use by a war contractor should supply the data 
not necessary under the following statement of principle set forth in 
van- JTR. (Section V, Paragraph 523.1 [2]) 
oe Under a fixed-price contract, the contractor does not ordi- 
narily have to prove his costs except on an over-all basis for 
, renegotiation. He should, therefore, not be required to state his 
tire costs in unreasonable detail on termination and should be per- 
a mitted to use actual, standard, average, or estimated costs in pre- 
~~ paring his proposal. Contractors should not be obliged to main- 
tire tain unduly elaborate cost accounting systems for fixed-price 
gees contracts merely because they may be terminated. 
n 
ard Thus “reasonableness” is the determining factor in judging the 
nits propriety of the costs presented. A war contractor should be 
ter- prepared to demonstrate that his costing method reasonably por- 
trays the cost of the terminated work under recognized commer- 
rly cial accounting practices. 
re- As a guide to proper costing, the industrial accountant engaged 
ion in preparing termination claims should become thoroughly familiar 
Ww ' with the Joint Termination Accounting Manual released as an 
red appendix to the Joint Termination Manual. In the following the 
rial abbreviation JTM will be used in referring to the Joint Termina- 


tion Manual and the abbreviation JTAM in ee to the Joint 
Termination Accounting Manual. 


1is- Material Cost (JTAM, {Jf 55-66 incl.) 


Raw or unprocessed material should be costed at the contrac- 
tor’s acquisition cost based on vendors’ invoices. Incoming trans- 
portation costs and handling charges may be added to the invoice 
cost of material if a sound basis of allocation is used, and such 
costs are not duplicated in the overhead allocated to the contract. 
er- Cash discounts taken may be deducted in establishing the unit 
cost of material, or may be allocated to the contract in any manner 
which is equitable and follows an established practice, e.g., through 
a reduction of overhead rates. 


8serg 
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The material cost factor of in-process material should be costed 
in substantially the same manner as unprocessed material. An 
allowance, however, may be made for loss in cutting, production 
losses, etc., in order to reflect the true material cost of the material 
in inventory. 

The accountant when costing a termination claim should make 
a quantitative check against engineering specifications or material 
usage records to make certain that the inventory quantity is rea- 
sonable. 

When standard costs are used, the treatment of the variance 
account should be such that it results in costing the claim at as 
close to actual cost as possible. Government accounting personnel 
are instructed to make certain that use of standard costs does not 
result in excessively high termination settlements ; industrial ac- 
countants in preparing claims should make certain that the use of 
standard costs do not result in understatement of claims. 


Direct Labor Costs (JTAM, {ff 55-66 incl.) 


Contractors using the actual or job-cost method of costing may 
use labor costs developed from the particular orders terminated, 
either by analysis of labor charges at time of preparing the claim, 
or from any satisfactory labor analysis made during the life of the 
contract. If the latter method is used, it must be representative 
and should be checked against previously prepared analysis to 
determine the trend of labor costs. 

Labor costs based on operational standards, expressed either in 
time, money, or a combination of both are, of course, permissible 
if regularly used by the contractor. Such standards, if the system 
is a controlled standard cost system which is tied in with the gen- 
eral or factory ledger, can be satisfactorily verified from the vari- 
ance record, as well as by reference to payroll records and time- 
study or job-planning records. Standard or average occuyational 
rates must be in line with actual payroll rates. 

Estimated labor costs are acceptable if they can be suitably sup- 
ported. A contractor using them should have sufficient records 
to show how his estimated costs were calculated, and that they are 
reasonable. 

Many war contractors, following the regularly established prac- 
tice of their industry, consider overtime and shift premiums as 
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direct labor cost chargeable directly to contracts. Other contrac- 
tors consider such items as overhead. The contractor’s regularly 
established: practice should be followed, but care should be taken 
to make certain that the method of allocation to the terminated 
contract is equitable and that duplicate costs do not result from the 
practice. Such costs, when treated as direct labor, should nor- 
mally be excluded from the direct labor base if overhead is allo- 
cated on the basis of direct labor. 


Works Overhead (JTAM, {ff 77-80 incl.) 


Works overhead may be allocated by any of the recognized meth- 
ods which is regularly followed by the contractor, e.g., percentage 
of direct labor, direct labor hours, machine hours, etc. The basic 
consideration is that the overhead allocation must represent a fair 
and reasonable charge to the terminated contract. The content of 
the overhead accounts, the base period for which the rate is cal- 
culated’ and the method of allocation must be considered. 

The type of expense making up the works overhead must be 
capable of reasonable association with the terminated contract; 
proper analysis of expense accounts, and proper departmental 
segregation of expenses will permit the war contractor to make 
certain of the propriety of his overhead accounts. Special atten- 
tion should be given to the types of excluded expense listed below, 
and to such items as accruals, depreciation charges, amortized 
items, etc. 

The normal charges to maintenance and repairs accounts are, 
of course, proper overhead charges; the write-off of larger items 
of expense which may appear to be of a capital nature should 
be supported by a regularly established policy. 

Normally indirect labor and salary accounts present no prob- 
lem, except to make certain that the contractor’s system provides 
for a proper segregation of direct labor and overhead charges. 
The same comment may be made regarding shop supplies. How- 
ever, care should be taken that the works overhead, charged to a 
terminated contract, is not inflated due to large acquisition of 
supplies during the early stages of production which will carry 
the shop for a long period of time after the termination occurs. 

Some war contractors carry charges for material scrapped or 
spoiled in production as overhead; others handle this item as a 
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direct material and labor charge to contracts. Whichever method 
is used, care must be taken that charges for scrap or defective 
items are not duplicated, both in overhead and in direct cost. 

Normally’ no difficulty arises in connection with payroll taxes, 
vacation pay, and similar expenses. 

Normal depreciation charges consistent with charges for pre- 
vious years are readily acceptable. Accelerated depreciation based 
on multi-shift operations can generally be included as an over- 
head item provided the accelerated rate is accepted for Federal 
tax purposes. Depreciation at regular rates may be charged to 
overhead to cover assets purchased on certificates of necessity; 
no amortization of the cost of such assets which is in excess of 
normal rates approved for income tax purposes may be included. 

Costs of power, light, etc., may be included in overhead and 
allocated to the terminated contract through the regular overhead 
rate. 

Expenses such as traveling expenses, postage, telephone and 
telegraph services, and stationery are all proper overhead charges 
and present no particular problems. Since some contractors have 
established a practice of charging expense such as traveling to 
contracts wherever possible, care must be taken that duplicate 
charges are not made to the terminated contract. 


Base Period and Allocation 


The base period for which overhead rates are calculated should 
approximate that during which the terminated contract, or the 
terminated portion, thereof, was processed. The period chosen 
must, however, be sufficiently long to produce representative rates. 
A period of six months to a year has been fairly widely accepted. 

The method of allocating overb<ad to the terminated work must 
be equitable. Ordinarily, the contracior’s regularly established 
method, if it follows regularly accepted practice, will prove satis- 
factory. Should any deviation be made from the regularly estab- 
lished method of overhead application in preparing a termination 
claim, the change should be thoroughly supportable. 


Engineering Costs 
Engineering costs which are charged to a terminated contract 
may be recovered through a protation of such costs between the 
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continued and terminated portions on the basis of number of units 
involved. Such costs should not duplicate engineering charges 
included in overhead. Under certain circumstances the price of 
the units on the continued portion of a contract may be adjusted 
to absorb the higher engineering cost per unit on the continued 
portion of the order, which, of course, eliminates the cost from 
the terminated portion of the order. 


Tools, Jigs, Dies, Etc. 

Special tools, etc., which ordinarily would have been written off 
over the life of the terminated contract and which lose their value 
due to obsolescence rather than physical wearing out, may be in- 
cluded in termination costs on an equitable basis—normally, a pro- 
ration based on the number of units canceled. Again care must 
be taken to make certain that such cost is not duplicated in over- 
head charges. Such items must be listed on the physical inven- 
tory of terminated material and will be disposed of in the same 
manner as other terminated inventory. Should it be necessary to 
retain the tools until the continued portion of the contract is com- 
pleted, the necessary arrangement should be made with the con- 
tracting officer or higher tier contractor. 

Costs of a special nature which are accumulated in the early 
stages of a contract may be handled in essentially the same manner 
as tools or engineering costs. 


Settlements on Total Cost Basis 

The paragraphs written above deal principally with claims pre- 
pared on an inventory basis. Under the total cost basis, a some- 
what different procedure may be used, although the principles in- 
volved are the same. 

The contractor’s system of accumulating and recording costs 
on contracts must be such that not only are duplicate costs pre- 
vented, but an omission of any element of cost, or failure to 
charge full cost to the contract is likewise prevented. Justification 
of costs on this basis is largely one of proving the accuracy of the 
cost system as a whole. 


Subcontractors’ Claims (JTR, [ff] 630-634 incl, and J 943.1, 
Section 6) 
Each war contractor is bound to make a reasonable examination 
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of subcontractors’ claims, based on that standard which an ordi- 
narily prudent business man would use in the conduct of his busi- 
ness. The Contract Settlement Act, Statement of Cost Principles, 
and such regulations as JTR apply equally to subcontracts as well 
as prime contracts, and the war contractor is, therefore, bound to 
make his investigation in the light of these documents. 

The war contractor should, therefore, review the claims of his 
subcontractors along the lines of the standards set forth in the 
various other sections of this article. Remarks here are limited 
to examination of costs, but it goes without saying that the exam- 
ination must include the allocability of the terminated inventory 
to the terminated subcontract, and the physical presence and con- 
dition of the inventory. Provided the cost data meets the various 
standards set forth in the various applicable sections of the Act 
and pertinent regulations, the subcontractor’s claim should be 
accepted. 

The war contractor must make at least an office review of all 
subcontractors’ claims, must include in his review on every claim 
of $1,000 or more an accounting review, and must prepare a writ- 
ten report of every review which will be available for government 
examination if required. 

The contractor is not required to examine the claims of sub- 
contractors in the second tier below him which are included in his 
subcontractors’ claim, but must certify that he has no knowledge 
leading him to doubt such claims. The contractor also must cer- 
tify that on subcontractors’ claims in excess of $1,000 he has ob- 
tained a certificate substantially like that which he must sign in 
presenting his own claim. 

Should an office review be inadequate or leave a doubt as to 
the reasonableness of the claim, the war contractor must take 
whatever further steps are necessary to adequately examine the 
claim, i.e. : 

1. Request additional information from the subcontractor. 

2. Arrange a conference with the subcontractor together with a 

joint review of the claim. 

. Make an accounting examination in accordance with the pro- 
cedures in the Joint Termination Accounting Manual. 

. In the event that an accounting review by the contractor's 
personnel cannot be made for any reason, the services of 
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public accountants may be used, or the claim turned over to 


busi- government personnel for review. This solution should be 






























ples, used in cases where normal business relations would not 
a permit examination of cost data by the higher tier contractor. 
id to 
A great deal of time can be saved by war contractors adopting 
’ his a program of assisting smaller subcontractors with their termina- 
the tion problems. 
ited War contractors are authorized and directed to rely on the ac- 
am- counting reviews of government accounting personnel assigned to 
tory the subcontractor’s plant for the purpose of reviewing termination 
on- claims under the consolidated termination program, which is dis- 
ious cussed further later in this article. 
Act 
be Post-Termination Expense 
The amount which may be claimed as post-termination or settle- 
all ment expense is ordinarily limited to out-of-pocket expense, in 
= other words, expense which may be said to arise directly out of 
rit- the termination. Included in this cost are such items as taking 
ent physical inventory, costing inventory, preparing claims, examina- 
tion of subcontractors’ claims, preservation of material, disposal 
ib- of material, auditors and legal fees, etc. 
his Since this item is by nature a reimbursement item, the costs in- 
ge cludable are limited to those actually incurred because of the ter- 
Rt mination. This limitation would prevent application of normal 
b- overhead rates on the labor of inventory taking, etc., but such 
7 items as payroll taxes, group insurance, employer’s liability insur- 
ance, provision for vacation payments, etc., should be added to 
te labor costs. Similarly, when a department is performing its usual 
ke function its normal burden rate should be charged, e.g., a shipping 
ne department which crates material preparatory to storage. 
Some firms have considerable expense in handling terminations 
which cannot be allocated directly to terminated contracts, e.g., 
® supervisory and clerical personnel handling all termination records, 
cost of maintaining a record of terminated inventory, cost of pre- 
> paring termination instructions for internal use or by subcontrac- 


tors, etc. Although regulations are not specific on this point, it 
should be possible for many war contractors to work out a loading 
percentage to be applied to direct post-termination expense, or some 
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other equitable means of recouping this expense. At the present 
time the item may offer a relatively insignificant part of general 
overhead, but in a period of mass terminations, it will be an im- 
portant item. 

Care must be taken that all post-termination expenses are prop- 
erly allocable, provable, and not a duplication of costs charged 
elsewhere in the termination settlement. 


General, Administrative, and Distribution Expenses 


Under this heading come selling and advertising expense, general 
administrative expense, financial expense, and other period ex- 
penses which are normally charged off as incurred. Regulation 
No. § of the Director of Contract Settlement has clarified the 
status of such costs by eliminating from the Statement of Cost 
Principles, Section 3 (e) which previously prevented inclusion of 
costs which had previously been written off to the contractor’s ad- 
vantage in renegotiation. 

The Act, Section 6 (d) (1), specifically authorizes compensa- 
tion to the war contractor for such costs as may be allocated to the 
contract by recognized commercial accounting practices. Nor- 
mally such costs are allocated to completed contracts for internal 
purposes and in preparation of cost estimates on the basis of total 
manufacturing cost, or some specific factor of manufacturing cost. 
A similar application to a terminated contract based on manufac- 
turing costs expended to date of termination will prove acceptable. 

Advertising consistent with a prewar program or otherwise rea- 
sonable under the circumstances may be included. This arrange- 
ment permits considerable ground for interpretation, and a defi- 
nite statement is not found in the regulations. The nature of the 
advertising expenditures during the war period may have an in- 
fluence on the treatment of advertising expense, since advertising 
promoting the war effort, such as war bond advertising, may be 
more properly allocated to war contracts than advertising directly 
promoting sales of non-war products. 

The relationship of the volume of non-war products currently 
being produced to normal prewar sales volume, as well as any 
increase in advertising expenditures, must be considered in estab- 
lishing the advertising cost which may be included in termination 
cost. 
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Interest on borrowings is a proper item of: general and adminis- 
trative overhead allocable to terminated contracts. 

Items of “Other Income” should be considered in determining 
the rate for applying general and administrative overhead. Some 
items frequently classified as such, e.g., cash discounts earned, 
should be deducted in determining the rate; other items may be 
properly excluded for various reasons. 

The test of “reasonably necessary and properly allocable” should 
be applied in determining the rate for applying general and admin- 
istrative overhead. 


Excluded Costs 


Certain costs are excluded from termination claims either by the 
Act or regulations. The Act (Section 6 [d]) specifically excludes 
as elements of cost the following : 

. Losses on other contracts. 

. Losses from sales or exchanges of capital assets. (By in- 
ference gains on such transactions need not be deducted 
from costs, although this item is not specifically mentioned. ) 

. Fees or expenses in connection with reorganization or re- 

capitalization. 
Expense in connection with claims or litigation against the 
Federal Government, including income tax proceedings, but 
excepting proper post-termination expense on terminated 
war contracts. 

. Losses on investments. 

. Provisions for contingencies. (Merely prevents inclusion of 
provisions; does not prevent proper consideration of ex- 
penses charged to reserves at time expense is actually in- 
curred. War contractors faced with retroactive wage in- 
creases or similar contingent costs should take proper steps 
to guard against loss from this source by proper arrange- 
ments with the contracting officer or higher tier contrac- 
tor.) - 

. Premiums on life insurance on which the contractor is the 
beneficiary. 

. Expense of converting contractors’ facilities to other work. 
(This provision effectively prevents inclusion of readjust- 
ment or reconversion expense in any form.) 
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g. Expenses incurred because of negligence or willful failure — 
of the contractor to stop work and procurement within a 
reasonable time after the effective date of termination 
notice. The circumstances surrounding each termination, 
such as the nature of the product, the volume of material 
canceled, partial or total termination, volume and nature 
of subcontracting, etc., will govern what is a reasonable 
time in which to stop the incurring of expense. The war 
contractor should exercise diligence in getting work and 
procurement stopped promptly and should refer to the con- 
tracting officer or to the next higher tier contractor any 
circumstances which may cause undue delay. 

. Work done or material or services procured in excess of 
the reasonable quantitative requirements of the contract. 
The delivery schedule as well as the total requirements of 
the contract must be taken into consideration ; materials on 
hand or work done too far in advance of delivery date are 
subject to disallowance if the expense cannot be justified 
on the basis of economical production or procurement lots, 
trade practices, etc. Due allowance must also be made for 
production spoilage and normal overruns. 

. Certain expenditures have been excluded from costs on 
termination settlements, although neither the Act nor the 
published regulations are specific regarding them: 

Federal income and excess profits taxes are not an 
allowable element of cost. The Federal capital stock 
tax, however, is admissable. 

Certain procurement agencies have not permitted the 
inclusion of state income taxes (taxes levied on the inci- 
dent of income) in the costs allocated to terminated con- 
tracts. 


Common Items (JTR, J 417.2) 

The inclusion of certain costs is contingent on the circumstances 
surrounding the termination. Items which are common to both 
the terminated contract and other work in the contractor’s plant 
require special consideration. A common item as defined in Sec- 
tion 121.3 of JTR is “any material which is normally usable both 
in connection with a terminated war contract and in connection 
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with other work of the contractor.” The governing factor on the 
inclusion of the cost of common items in a claim is that the articles 
are “reasonably applicable to other work.” In this connection the 
contractor would normally exclude from his claim all articles for 
which he had use during a reasonable period of time on other jobs 
or stock items which would not inflate his stock inventory beyond 
a reasonable quantity. Items which do not meet these qualifica- 
tions should be included in the claim. Should a later use develop 
for this material prior to the settlement of the claim, an appropriate 
adjustment can be made. This provision is not intended to prevent 
listing of items which cannot be used except at a loss to the con- 
tractor. 


Loss on Special Facilities 

Loss of value of special facilities acquired especially for the 
terminated contract, or for the terminated contract and other war 
work, may be included as a special item of cost providing the facili- 
ties are not reasonably capable of use on other work and title is 
passed to the Government, or the Government’s interest is other- 
wise protected. The amount of cost which may be included is 
that ratio of the total loss of useful value of the facilities which 
the undelivered (terminated) portion of the contract bears to the 
total deliveries called for by the terminated contract and other 
war contracts had termination not taken place. Regulation No. 5 
of the Director of Contract Settlement eliminates consideration of 
the adjusted tax base. 

Proper steps must be taken in allocating such costs to the ter- 
mination claim that there is no duplication of costs through such 
channels as depreciation included in overhead rates, etc. 

The contractor should bear in mind that on facilities covered 
by Certificates of Necessity, other channels of recovery are avail- 
able should they prove advantageous, i.e., adjustment of tax re- 
turns through shortening the period of amortization to less than 
60 months either by receipt of a Certificate of Non-necessity or 
by cessation of hostilities, or by disposing of the facilities to re- 
alize a loss for tax purposes. 


Profits (JTR, { 533; JTAM, { 97) 


Reference to cost records may or may not be necessary in the 
\determination of the profit allowance. Under a negotiated settle- 
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ment several alternative methods of determining profit are pro- 
vided. A proportion of the amount of profit agreed on in award- 
ing the contract or profit at the rate agreed on at that time may be 
used and applied to work performed on the terminated portion of 
the contract. Total costs alone do not measure “work performed.” 
A proper segregation of cost data will be of assitance in determin- 
ing the amount of “work performed.” 

In case of formula settlement a proper segregation of costs is 
necessary to determine profit allowances, and a similar segregation 
is necessary to determine an allowance for profit on contracts 
where a loss is indicated. (See Section 533.3 of JTR, and Regu- 
lation No. 7 of the Director of Contract Settlements. ) 


Over-All Limit on Settlements 


Sections 534.2 and 541.6 of JTR, regarding limitation of the 
amount of a termination settlement on negotiated and formula set- 
tlements respectively, provide that the gross amount of a termina- 
tion settlement, excluding reimbursement of post-termination ex- 
pense, shall not exceed the contract price less any payments other- 
wise received or to be made on the contract. 


Consolidated Termination Program 


Certain selected contractors have been assigned to particular 
procurement branches of the Army and the Navy for the pur- 
poses of field accounting reviews of termination claims or disposi- 
tion of termination inventories on prime or subcontracts involving 
either the Army or the Navy. Under this program one service 
performs these functions for all terminations with one contractor, 
thus simplifying the procedure and eliminating duplication of work 
both by government personnel and the contractor. 

The accounting personnel assigned to a contractor under this 
program is more or less permanent, and the government account- 
ing personnel conducts reviews of accounting procedures and be- 
comes familiar with the contractor’s methods so that claims may 
be processed promptly. The accounting reviews under this pro- 
gram will be conducted along the lines described herein, with 
emphasis being put on reviews prior to termination which will 
establish a basis for processing claims. 

Contracting officers and higher tier contractors are authorized . 
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to rely on the accounting reports made under this program. (JTR, 
Section 824.2) 


Direct Settlement Plan 


Certain selected war contractors have been assigned to a par- 
ticular service for complete settlement of termination claims on 
both prime and subcontracts of the services participating in the 
agreement. This ‘plan involves a termination team consisting of 
a termination contracting officer, field accounting officer, disposal 
advisory officer, and a legal adviser assigned to each contractor. 
The plan is beneficial to large contractors holding contracts with 
many subcontracts. The accounting procedures are the same as 
described in the preceding paragraph regarding the consolidated 
termination program. 


Pretermination Agreements 


Directive Order No. 2 of the Office of War Mobilization, Feb- 
ruary 24, 1944, (as amended by Regulation No. 3 of the Director 
of Contract Settlement) authorizes the use of pretermination 
agreements to get as many of the problems of termination as pos- 
sible settled prior to actual termination. From a practical point 
of view, agreements of this type are generally limited to such items 
as method of allocating inventory, disposition of inventory, method 
of allocation of costs or certain elements of cost, etc. Such agree- 
ments prepared prior to the stress of actual termination can be 
most useful in expediting termination settlements. 


Assistance from Government Personnel 


Section 20 (f) of the Act authorized government personnel to 
assist war contractors in the preparation of their claims; para- 
graphs 147.2 of JTR directs representatives of the War and Navy 
Departments to assist war contractors. Both the Army and the 
Navy have taken steps to prepare and circulate regulations and 
bulletins for the use of war contractors and have cooperated in 
setting up a system of regional schools or conferences to educate 
contractors. In addition, they have made the services of their 
departments available to war contractors for meetings and con- 
ferences in anticipation of termination and will give advice or 
assistance in preparing actual claims if necessary. 
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War contractors should feel free to contact the various govern- 
ment agencies at any time in regard to all their termination prob- 
lems, including preparation of costs. Government accounting per- 
sonnel can be most helpful, and a pretermination conference can 
serve to resolve many costing problems, and make the work of 
both the contractor and government representatives easier when 
termination actually occurs. 


General Accounting Office 

So far as war contractors are concerned, the scope of the Gen- 
eral Accounting Office has been limited by Section 16 of the Act 
to reporting cases of suspected fraud to the Department of Justice 
for appropriate action, This applies to all terminated contracts 
coming within the scope of the Act. The General Accounting 
Office has the authority to examine the records of any war con- 
tractor in case of suspected fraud, but under no other conditions. 

The Act provides severe penalties for fraud of any kind or for 
concealment of material facts in connection with war contracts. 


Preservation of Records 

The Act (Section 19 [a] contains th2 requirements regarding 
preservation of records by war contractors and purchasers of 
termination inventory. The requirements are: 

1. All records of a war contractor relating to the negotiation, 
award, performance, payment, interim financing, cancella- 
tion of other termination or settlement of a war contract of 
$25,000 or more, and 

. All records of a war contractor or purchaser relating to any 
disposition of termination inventory in which the considera- 
tion received is $5,000 or more, must be preserved for the 
longer of the following periods of time: 


a. Five years after disposition of termination inventory. 
b. Five years after settlement of war contract. 
c. Five years after cessation of hostilities or proclaimed by 


the President or by Congress. 


Severe penalties are provided for corporations or individuals 
violating these provisions. The Director, however, may authorize 


534 





SPSRRES _ FESEEE 


January 15, 1945 N.A.C. A. Bulletin 





destruction of records on any terms he deems appropriate, includ- 
ing the making of photographic or microfilm records. 

Although the above requirements set limits on contract amounts, 
or disposal proceeds below which records need not be retained it 
seems desirable that pertinent records on all war contracts be pre- 
served. The Act also suspends the running of any existing statute 
of limitations as regards fraud in connection with war contracts 
until three years after cessation of hostilities. 


Conclusion 


The Contract Settlement Act of 1944 provides fair and flexible 
means of settling terminated war contracts. Cost data, which will 
form the basis for most settlements, may be presented on the basis 
of any system the war contractor is currently using, providing the 
method follows generally accepted commercial accounting practice, 
and produces “reasonable” results. : 

Recent regulations, including the Joint Army-Navy Termination 
Regulation (JTR) and the Joint Termination Accounting Manual 
(JTAM) have clarified many previously unsettled questions and 
have unified the policies and procedures of the procurement agen- 
cies. Industrial accountants responsible for claim preparation 
should become thoroughly familiar with these documents and 
should review their procedures to make certain that costs allocated 
to the terminated contract are “reasonably necessary and properly 
allocable under generally accepted commercial accounting prac- 
tice.” 

Too much cannot be said regarding the necessity for coopera- 
tion between war contractors and government personnel in pre- 
paring and settling termination claims. The government agencies 
have provided the means for settling claims promptly; industry, 
including the industrial accountant, must cooperate fully by 
prompt, proper, and intelligent claim preparation, so that war pro- 
duction may merge into peacetime production with a minimum of 
dislocation. 





